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American Institute of Accountants 
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D E C E M B E R , 1926 S P E C I A L B U L L E T I N N O . 28 
[The Committee on Administration of Endowment authorizes the 
publication of special Bulletins, of which this is one, on the distinct 
understanding that members are not to consider answers given to 
questions as being official pronouncements of the Institute, but merely 
the individual opinions of accountants to whom the questions were 
referred. It is earnestly requested that members criticise freely and 
constructively the answers given in this or any other Bulletin of this 
series.] 
C H E Q U E D A T E D B A C K 
Q. Wi l l you kindly endeavor to ascertain, as quickly as possible, the 
authoritative solution of the problems raised by the following situation: 
A joint-stock association, engaged in a business which is subject to regulation 
and supervision by a department of the state in which i t is licensed to do busi-
ness, had, oh December 31, its fiscal closing, an account receivable on its books 
owed by an agent company. When the books of the association were actually 
closed on January 13 (as of December 31) and the net indebtednes of the agent 
company accurately ascertained, a bank cheque, dated back to December 31, 
was drawn by the agent company in favor of the association, covering the 
portion of its balance which was more than 90 days old on December 31. This 
cheque was entered on the books of the association as a cash receipt of December 
31, and credited to the agent company's account. Transactions similar in 
every detail to this one have been made at several prior fiscal closings, with 
the knowledge and approval of the supervising state department, which has 
accepted these cheques as having been "cash on hand" on December 31. 
In dealing with this situation, may a member of the Institute, in rendering 
an independent report, present a balance-sheet showing the two resultant 
items of cash and balance of accounts receivable as thus finally shown by the 
books of the association, state on the face of the balance-sheet that it is "sub-
ject to the comments of this report of which it is a part" and in such comments 
state that the cheque was drawn when the books were actually closed and dated 
and recorded as of December 31? 
This situation described above has arisen because of the desire of the associa-
tion that the audit report be in agreement with the report submitted by the 
association itself to the state. The association's attitude, in turn, is based on 
the fact that the agent company's balance, represented by the cheque referred 
to, if not treated as cash, becomes an account over 90 days old and therefore an 
asset not admitted. 
A . The first thought that comes to me is, why was it necessary to wait until 
January 13th to ascertain what should have been paid 90 days prior to Decem-
ber 31st; and the second, was the cheque duly paid in January out of the funds 
in bank on December 31st? In other words, was everything bona fide and the 
only reason the cheque was not issued on December 31st, that the balance 
due by the agent company could not be ascertained until some two weeks later? 
If that were so then there would be some justification for the procedure, al -
though somewhat irregular. 
On the other hand, if the funds wherewith to pay the cheque were not in 
the bank on December 31st, then it would be clear that the intent of the trans-
action was to mislead. 
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I would say, under the circumstances as submitted, the accountant should 
accept the accounts as he finds them, but state in his certificate that the item 
"cash on hand" included a cheque of the agent company dated December 31, 
1925 for $*** which was not received until January 13, 1926, and not content 
himself with a reference "Subject to the comments in this report of which it 
is a part." 
I N T E R E S T C H A R G E D T O C O N S T R U C T I O N 
The bureau of information has received the following letter referring to the 
query in Special Bulletin No. 27 (May, 1926), in re Interest Charged to Construc-
tion. 
Unless a ruling of the interstate commerce commission requires that al l 
expenditures on construction account carry interest, it would seem utterly 
ridiculous that the cost of construction should bear a charge for interest on one's 
own money. 
Where such charge is made and allowed by the commission there can still be 
no justification for crediting same to surplus available for dividends. It is in no 
sense an earning, being of the nature of paid in surplus and it is the writer's 
opinion it should go to a capital surplus account. 
R A T E B A S E 
M y attention was attracted to the comments under the subject Rate Base on 
pages 2 and 3 of Special Bulletin No. 27. The Brandeis decision in the Galves-
ton Electric case should not be used in too broad an application without very 
careful consideration. It should be remembered that the court was trying the 
case which was before it and on the record which was submitted to it . 
In past years there was a marked tendency to use the term "early losses" in 
an embracing sense and because historical records were not adequate to supply 
information sufficient to make a distinction between actual early costs and 
true early losses. 
Unfortunately the literature on the subject of valuation is limited. Gener-
ally speaking it is not up to date and unfortunately the leading authorities on 
valuation are not given to writing for publication. The most valuable data on 
valuation in its more difficult phases is hidden away in court records in the 
form of testimony and is not readily available. The accounting literature on 
the subject is even more limited than the engineering literature. Furthermore, 
the very valuable data collected by the committee on valuation of the public 
utilities group is, I believe, rather confidential and perhaps limited to members. 
With all deference, I respectfully suggest that the member of the Institute 
whose problem is referred to in Special Bulletin No. 27 should not commit 
himself to a policy which may unjustly injure his client without a quite thor-
ough examination of the precedents afforded by courts and public service 
commissions. 
C O R P O R A T I O N A C C O U N T S 
Q. I would like, if possible, to obtain an answer to the following questions: 
(1) Corporation A starts business with a capital of $10,000 and a paid in 
surplus of $5,000. From time to time the stockholders have paid in additional 
surplus of $25,000 which shows on the books of the company at present as 
$30,000 paid in surplus. 
Corporation A owns a building valued at $15,000 and a mortgage of $15,000 
which it wants to transfer to its stockholders who have organized Corporation 
B to take title to the building and to the mortgage. 
Is it permissible to charge the $20,000 of assets, taken off the books, to paid 
in surplus? 
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Is such a transfer properly called a "partial liquidation" or "reduction of 
capital"? 
Corporation A also has an earned surplus of $10,000. 
(2) Corporation X is preparing a statement to the bank. 
It owes $20,000 which is covered by several chattel mortgages which in turn 
are represented by several series of notes which are payable monthly. 
What part of these chattel mortgages and the notes which are due within two 
months, six months or a year shall be considered current liabilities? 
A . Replying to your enquiry, the rights of a corporation to repay to stock-
holders moneys paid in in excess of the amount of capital stock depend on the 
intention of the original payments, the manner in which they have since been 
treated, and the laws of the state in which the company has been incorporated. 
If the moneys were originally paid in as temporary advances by stockholders, 
the company has the right to repay them either in cash or in assets, without 
conflict with the laws, especially where, as in this case, the capital stock is not 
impaired and there is an operating surplus. The accounts, in this case, should 
show the advances as "loans by stockholders," not as surplus belonging to the 
company. 
If, however, the amounts paid in have partaken of the nature of capital, the 
rights of the company to redistribute them should be decided by counsel, taking 
into consideration the recorded terms, if any, on which the payments were 
originally made, whether interest has been allowed on them, whether they were 
paid in by all stockholders in proportion to their stock holdings, and whether 
they have been held out to creditors as part of the capital of the company. 
In no case would the repayment constitute income to the stockholders. 
In reply to the question as to the classification of serial notes as between 
current and other liabilities, there is no fixed rule, although often those ma-
turing within one year are classed as current. It should give the bank suf-
ficient information if they were set forth separately on the balance sheet as 
"secured serial notes, maturing $*** each month." 
A T H L E T I C C L U B S 
Q. (1) What is the common practice among the larger clubs in regard to 
the charge for depreciation on buildings in the statement of operations, espe-
cially where the value of the property has a tendency to increase in value and the 
building is of a steel, concrete and brick construction? Depreciation is not to 
be considered for tax purposes in a first-class corporation of this kind, and the 
board of governors of the club are interested in showing as good a statement as 
possible. 
(2) Is there any definite period of time over which to amortize the organiza-
tion expenses? These expenses include the upkeep of the offices of the club 
together with costs of securing members for a period of three years prior to the 
opening of the building and they total about $200,000. This is another 
question which directly affects the apparent result of operations inasmuch as 
the quicker we charge off these expenses, the net profit will accordingly be 
reduced. 
Before discussing this matter with the finance committee of the club, we 
would like to know what is the general practice of large corporations which 
have been recently organized and have had considerable expense of adminis-
tration for several years prior to beginning of their operation. 
We might add that this organization expense does not include any interest 
on indebtedness due to construction costs inasmuch as we have decided to 
capitalize this interest, at the same time crediting to construction costs the 
interest On deposits received as the result of money borrowed and held in the 
hands of the trustees during the course of construction. 
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A . In answer to the first question I would say that the common practice 
among clubs is not to include any charge for depreciation on buildings in the 
statement of operations. I have reviewed the accounts of a good many clubs 
and do not now recall any that follow the practice of making a charge for 
depreciation on buildings. 
In answer to the second question I would say that there is no definite period 
of time over which to amortize organization expenses. In commercial under-
takings it is the practice to write off organization expenses in a comparatively 
short period of time if the result of operations will permit—three to five years 
being common periods. In clubs, however, I believe from my observation that 
there is a tendency to capitalize these expenses permanently, the total cost 
being considered as a part of the permanent investment. It would seem better 
practice, however, to break up the permanent investment so that members 
could see clearly the cost of land, buildings, equipment, financing, etc. and 
then be in a position to write off the intangible portion of the investment 
whenever result of operations would permit. 
There is a general tendency among clubs, whose affairs are guided by com-
mittees of members, to arrange the charges producing revenues on a basis 
which only permits the recovery of actual out-of-pocket expenses. Each 
committee aims to conduct its own department on such an economical basis 
that there is no surplus of revenue against which to write off the investment 
either in intangible form or in the depreciation form of buildings. The losses 
in such investments are sometimes offset by an appreciation in land values so 
that when the old building becomes obsolete and it is necessary to erect a new 
one, the old site may be disposed of at such an advance over cost as to offset 
any loss arising from the capital invested in buildings and equipment and 
intangibles. It seems a poor business policy to rely on this accomplishment 
because it does not always come true. Many clubs do provide for the depre-
ciation of equipment such as furniture, carpets, rugs, linens, silver, crockery, etc . 
V A L U A T I O N OF S U G A R P R O P E R T Y 
Q. A sugar factory in its return of annual net income has been valuing the 
inventory of sugar on hand at cost or market, whichever was lower. 
For the calendar year 1920, cost being lower than market, the inventory was 
valued at cost, and the following items were included in cost: 
Raw material (sugar cane). 
Factory labor. 
Factory supplies. 
Miscellaneous factory expenses. 
The department contends that insurance and depreciation should be 
included in cost while we contend that insurance is not necessary to the pro-
duction of sugar, as the taxpayer may select to assume the fire risk. Some 
factories carry their own insurance. Depreciation is an arbitrary charge 
against income which occurs whether the factory is operating or not and it can 
in no wise be considered a manufacturing cost. 
Wi l l you kindly submit the question whether these two items should be 
included in cost and let me know the result. 
A . Replying to your letter regarding the inclusion of insurance and deprecia-
tion in the price to be used for costing an inventory of sugar, the following is 
our opinion. 
The object of a sugar factory is the production of sugar. In order to safe-
guard against the risks of fire, insurance is necessary and whether it be carried 
by the sugar producer or by an insurance company, it is an expense of sugar 
production. 
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We do not agree that depreciation is an arbitrary charge against income. 
Depreciation may be said to represent the shrinkage in value of any particular 
property arising from— 
1— Wear, tear and breakage as a consequence of its employment. 
2— Mere effluxion of time. 
3— Obsolescence. 
If it arises from causes in item No. 1 above, it is certainly a charge to the cost 
of production. For convenience in accounts, an arbitrary reserve may be set 
aside out of profits. A t least to the above mentioned extent it is an expense of 
producing sugar, the amount of which may be arrived at in various ways. 
Our experience in connection with raw sugar producing companies' accounts 
is that sugar on hand is invariably priced, not at cost or market, but at the 
estimated realizable value which the tax regulations provide for under the farm 
method. This method is necessary in order to show the true profit of the year, 
arising as it does from a crop period of about six months. 
Our answer would be that while there are arguments for treating insurance as 
a financial charge, not part of the cost of production, this theory is not very 
generally accepted and the common practice—and probably the best practice— 
is to treat insurance as part of cost of production if it is insurance on the facili-
ties used in production. There is very little argument for not including depre-
ciation as part of the cost of production if i t is depreciation of the capital used 
in the manufacturing operations as represented by the manufacturing plant. 
The charges for depreciation may be to some extent arbitrary, but the fact of 
depreciation is not arbitrary, for the consumption of fixed capital, which is 
depreciation, is just as much a part of the cost of production as the consumption 
of working capital. It is true that some depreciation takes place when the 
plant is not operating, and there are other fixed charges as well which go on 
whether goods are being produced or not. For this reason, in systems of 
standard cost the normal rates for insurance, depreciation and all other elements 
of cost are treated as cost, and the excesses as cost variations, or cost of idleness, 
or whatever else may cause the fluctuations. But even under such circum-
stances the cost of idleness must in the end be borne by the commodity which is 
produced, the segregation of the fluctuations from standard cost being made for 
purposes of analysis and control and for general enlightenment. 
We give our opinion in the following paragraph: 
It is assumed that the depreciation and insurance referred to are in respect of 
properties used in the manufacture of sugar and that the mill operated for a 
normal portion of the period under review. In that case we are of the opinion 
that both items should be taken up as a part of the cost of manufacture and 
should be included proportionately in ascertaining the cost of the inventory on 
hand at the end of the period. 
C A P I T A L S T O C K W I T H O U T P A R V A L U E 
Q. A reorganization of X Corporation provides for the issue of the following 
classes of stock: 
1,000 shares preferred stock, par value $50. 
1,000 shares Class A common stock, par value $100. 
1,000 shares Class B common stock without par value. 
1,500 shares Class C common stock, par value $1. 
The preferred stock is entitled to annual cumulative dividends at 6% and 
has preference over the common stock both as to dividends and assets. 
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The three classes of common stock are on a parity and equal in all respects. 
The stock is issued in lieu of 1,000 shares of common stock of the old corpora-
tion, as follows: 
One share of preferred stock and one share each of Class A and B common 
stock for every share of old stock outstanding. 
Stockholders have the right to purchase at par one share of Class C common 
stock for every share of the old stock, the remaining 500 shares are to be sold as 
the board of directors may decide but not for less than $1 per share. 
1,200 shares of the Class C common stock have been sold for $5,200, 1,000 
shares to the old stockholders and 200 shares to others. 
At date of reorganization the net assets of the corporation were $110,000 
Add Proceeds from sale of Class C common s t o c k . . . . . . . . . . . . . . . 5,200 
Total . . . . . . . . . . . . $115,200 
How should the capital stock and surplus be shown on the balance-sheet? 
A . We note that it is stated that "the three classes of common stock are on 
a parity and equal in all respects," whereas the figures give the parity for A 
stock as $100, for B stock as indeterminate and for C stock as $1. 
Accepting the figures, and not the written statement referred to, the balance-
sheet should show: 
Capital stock: 
1,000 shares pfd., par $50 , . . . . . $ 50.000 
1,000 " com., Class A—par $100 100,000 
1,200 " " " C—par $1. . 1,200 
1,000 " " " B—without par value 
$151,200 
and per contra: 
Assets—Acquired for stock (net) $110,000 
Proceeds sale capital stock 5,200 
$115,200 
Goodwill . . 36,000 
$151,200 
The par value stock must be set up as a liability at its par value. 
On sale of the remaining 300 shares of the Class C common stock any pro-
ceeds in excess of $1 per share should be credited against goodwill. 
M E R C H A N D I S E S H I P M E N T S 
Q. I would like to present a question to the members. 
In M a y 1918 a client contracted for 30,000 pounds of merchandise at $3 per 
pound, to be delivered in more or less equal quantities during the months of 
September, October, November, and December, 1918. A large percentage of 
the goods was to be used in connection with the manufacture of war supplies. 
The seller did not ship as promised, giving the influenza epidemic as the excuse. 
During the latter part of November and early in December, he endeavored to 
make up the shortages in the shipments promised for September, October and 
November. The client then refused to accept the delayed shipments, aggre-
gating about 10,000 pounds and the goods went to storage pending an adjust-
ment. 
On December 31, 1918 there were 10,000 pounds still unshipped which the 
seller was ready and anxious to ship in January, 1919. The purchaser was 
evidently bound to accept the goods which in the meantime had dropped from 
$3.00 per pound to about $1.50 per pound. 
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A t the end of 1918, the adjustment was as follows: 
(1) The purchaser should accept the 10,000 pounds which had been shipped 
prior to December 31st and which had gone into storage because of his 
refusal. 
(2) The purchaser should accept the 10,000 pounds which had not been 
shipped prior to December 31, 1918. Instead of having the seller ship them in 
January, the shipments should be spread over several months, in some instances 
as called for by the buyer. 
There seems to be no question but that the buyer had to consider $30,000 as 
a liability on December 31, 1918 and could set up only $15,000 as an asset with 
regard to the merchandise which went to storage. 
I maintain that on December 31, 1918 the buyer was also liable for $30,000 
on account of 10,000 pounds which the seller insisted on shipping in January, 
for which it was known that he could realize only $15,000. In my opinion, 
this condition should have been stated on his balance-sheet on December 31, 
1918. In other words, the statement issued by him as of December 31, 1918 
should show the facts with regard to both items: 
(a) The shipments prior to December 31, 1918 which went to storage. 
(b) The merchandise which the seller was prepared to ship in January. 
A . It will be assumed for the purpose of this reply that the liability of the 
purchaser was exactly as stated in the question, although the facts given lead 
to doubt as to the actual liability. 
As to the merchandise shipped prior to December 31st, and to be accepted by 
the purchaser, it will appear in the inventory at a price in conformity with the 
stated practice of the purchaser, at either "cost" or "the lower of cost or 
market." " M a r k e t " is said to be $1.50 per pound. 
As to the merchandise to be taken in later months, the facts should be shown 
on the balance-sheet, preferably in a note saying that the company was obli-
gated to accept merchandise to the extent of $30,000 at a price which would 
amount to $15,000 over present market. 
Also, if the inventory be taken at "cost," this being materially greater than 
market prices, a note indicating the amount of difference should be appended. 
Generally speaking, the contention of your correspondent that the statement 
should "show the facts" is not only correct, but is the key to almost every 
troublesome matter in connection with statements of account. 
R A T E OF I N T E R E S T 
Q. On January 1, 1926 A borrows $1,000 from a loan association on the 
following terms: 
5% service charge $50.00 payable at once. 
$20.00 payable on principal monthly, running for 50 months. 
Interest computed semi-annually and payable monthly in the following 
manner: 
1st six months: 
8% of 1,000. =80.00 ÷ 2 =40.00 
1/6 of 40.00 or 6.66 2/3 payable each month for first six months. 
2nd six months: 
8% of (1,000. -120.) = 70.40÷2 =35.20 
1/6 of 35.20=5.86 2/3 payable each month for second six months. 
And so on. 
Borrower's payments each month to cover service charge, principal and 
interest are then made as follows: 
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1926 Jan. 1 $50.00 1927 May 31 25.06 1928 Oct. 31 22.67 
Jan. 31 26.67 June 30 25.06 Nov. 30 22.66 
Feb. 28 26.67 July 31 24.27 Dec. 31 22.66 
Mar. 31 26.67 Aug. 31 24.27 1929 Jan. 31 21.87 
Apr. 30 26.67 Sep. 30 24.27 Feb. 28 21.87 
M a y 31 26.66 Oct. 31 24.27 Mar. 31 21.87 
June 30 26.66 Nov. 30 24.26 Apr. 30 21.87 
July 31 25.87 Dec. 31 24.26 M a y 31 21.86 
Aug. 31 25.87 1928 Jan. 31 23.47 June 30 21.86 
Sep. 30 25.87 Feb. 29 23.47 July 31 21.07 
Oct. 31 25.87 Mar. 31 23.47 Aug. 31 21.07 
Nov. 30 25.86 Apr. 30 23.47 Sep. 30 21.07 
Dec. 31 25.86 May 31 23.46 Oct. 31 21.07 
1927 Jan. 31 25.07 June 30 23.46 Nov. 30 21.06 
Feb. 28 25.07 July 31 22.67 Dec. 31 21.06 
Mar. 31 25.07 Aug. 31 22.67 1930 Jan. 31 20.27 




Effective rate of interest paid by borrower. 
Effective rate of interest received by loan association. 
A . The problem set forth that a sum of $1,000 was borrowed for which a 
service charge of $50 was immediately paid and payments of $20 per month, 
at the end of each month, were made on the principal sum concurrently with 
interest payments of varying amounts. It was requested that we determine 
the effective rate of interest paid by the borrower and the effective rate paid: by 
the loan association. 
The answer to the problem is as follows: 
The effective rate of interest to the borrower is approximately .955% per 
month or 11.46% per year, compounded monthly. 
Owing to the necessity for dropping decimals, a three cents adjustment has 
been necessary in respect to the final interest payment. It will be noted that 
in the solution furnished, it has been recognized that the amount of money 
borrowed was $950. Inasmuch as the service charge was immediately paid on 
the nominal loan of $1,000, the amount received by the borrower was only $950 
and all subsequent payments represented either interest on that sum or re-
payment of the principal amount. We believe that the answer furnished is 
both academic and practical, though, of course, if the actual problem only in -
volved an amount of $1,000, it would hardly be worth making the elaborate 
calculation required in this case in order to record the payments with theoreti-
cal correctness on the books of the borrower. Where such a small sum is in -
volved, we would recommend recognizing the nominal amount of the loan and 
charging the payments supposed to represent interest, together with a monthly 
amortization of the service charge, to interest. Such treatment, however, 
would not alter the fact that the actual interest, from a practical viewpoint, 
was the same as in the answer previously given. 
The request for the effective rate of interest received by the loan association 
should be accompanied by a statement as to how the service charge affects the 
lender. If the service charge was not offset by expenses, the rate of return to 
the loan association would be the same as the interest expense to the borrower. 
On the other hand, if the service charge was offset by expenses, the return to 
the loan association would be reduced proportionately. 
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